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Oovolopod Countrioi : Tho Slump In Portpoctlvo . . 
Dovoloplno Countrlos: Impoct of Incroasod Oil Prlcoj 
OPEC Intoroit In Tripartite) Invoitmont Grows . . 



Italy: Anothor Paymonts Squoozo In 1976 
Notes, Statistics 


Overview 


Industrial Output in the Major Developed Countries has been dropping at an 
accelerated pace in recent months. The decline during the three-month period ending 
in November averaged 8-1/2% (annual rate). Output in Italy, France, and Japan 
fell most sharply - 20%, 18%, and 14%, respectively. In November, production 
in the seven major countries stood 6% below the year-earlier level. 



French and Italian Trade Balances Have Improved because the recession has 
cut imports. The French trade deficit dropped to an average $90 million in the 
last three months of 1974, compared with a $400 million average in the preceding 
half year. By the fourth quarter, Italy's monthly deficit had dropped below $300 
million from the $670 million average of the first half. 
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Notc^ommcnt^nd queries regarding the Economic Intelligence Weekly arc welcomed. They may be directed 
,0 lhc 0ff icc of Economic Research, Code 143, Extension 7892. 
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Soporoto Handling for Agricultural Issuos in tho Multilatoral Trado 
Negotiation*, domandad by tho French, has boon ,ccoptod by tho othor EC 
mombors. The EC did not want to Isolate tho French on this issue, foaring Purls 
would block ugrooment on a unified community position for tho upcoming trado 
talks. 

Tightnoss in tho Wor'd Wheat Morkot Eosod last wook us China and tho USSR 
cancolod import contracts for moro than I million tons of US whoat, and obsorvors 
forecast a rocord 1976 US whoat crop. Prlcos now aro 30% bolow tho pook lovol 
of a year ago. 

Tho Dollar Strengthened against most major currencies last week as reports 
surfacod of greater central bank intervention. An end to dollar sales that stemmed 
from the covering of Swiss franc-dollar positions contributed to tho rocovery. The 
EC plan to prevent currency movements of more than l%a day should add stability 
to money markets. Kuweit has proposed that the recent gyrations of the dollar 
be assossed at the next plenary session of OPEC. (Secret No Foreign Dissem) 


2 

Approved For Release 2000/09/14 : ClA-RD^i™ 0608 * 000500140005 - 8 


Approved For Release 2000/09/14 : CIA-RDft^00608R000500140005-8 


Articles 

DEVELOPED COUNTRIES: THE SLUMP IN PERSPECTIVE 

The economic contraction in the major developed countries, ulreiuly seven 
quarters long, is the sharpest since World War II. 

Composite GNP in the Big Six foreign economies fell from a level 2-1/2 
percentage points above t lie long-term trend in early 1973 to 5 percentage points 
below trend by the end of 1974. This change is two to three times the drop 
in comparable periods ol the two previous postwar contractions. 

So far, the contraction has been most severe in Japan and mildest in Italy. 


25X6 


25X6 



Franrc: in a country noted for steady economic expansion, GNP had 
slipped 2 percentage points below the trend by late 1974. 

Italy: The slump, under way for only three quarters, still is shallow 
compared with the recession of 1969-72. 

The severity of the slump results largely from two factors: (a) 'nc 
simultaneous beginning of the contraction in several countries, which caused foreign 
as well as domestic demand to weaken, and (b) oil price hikes and supply squeezes 
over the past 16 months, which have depressed GNP both directly and indirectly. 

The recession has several quarters to go, to judge from the length of the 
two previous slumps and from the special circumstances of the current slowdown. 
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Oil prices wilt remain high, lengthening the period of weak demand and placing 
unprecedented burdens on national and international financial institutions. 
Governments have been, and will continue to be, slower than usual to react to 
the slump because of preoccupation witli inflation and balanee-ol-payments 
problems, Expansion programs, even when adopted, will not be fully lelt fora half 
year or so. (Unclassified)* 


# # # * 

DEVELOPING COUNTRIES: IMPACT OF INCREASED OIL PRICES 

Among the LDCs. South Asian countries havr. been severely hurt by 
skyrocketing oil prices, East Asian and sub-Saharan African countries moderately 
affected, and South American countries least damaged. Because the LDCs have 
had to draw down skimpy financial reserves and to resort to further borrowing, 
they will have still greater difficulty in meeting their 1975 oil bills. Economic 
performance will depend even more closely on aid from developed countries, OPHC 
countries, and international financial institutions. 

Balance of Payments 

Oil imports by the non-OPEC developing countries totaled at least $13 billion 
in 1974, as opposed to $4.7 billion in 1973. Higher prices were the cause, volume 
rising at most 3%. The rise in world petroleum prices also contributed to increased 
prices for imported food, fertilizer, and industrial products. Since export prices 
and export volume rose less than proportionately, the LDCs incurred a $3 1 billion 
trade deficit, $12.8 billion with OPEC countries. Compared with 1973, the trade 
balance deteriorated by $5 Lillion with OECD countries and $10 billion with OPEC 
countries. 

As a partial offset, multilateral official capital inflows rose by more than 
$3 billion; bilateral official flows from OPEC countries grew by some $1.4 billion. 
While the picture on total capital flows is not yet clear, private capital flows have 
been the principal source of financing the deficit for the more prosperous LDCs. 
OPEC and multilateral sources appear to have been the prime means of financing 
the 1974 balance for UN-designated Most Seriously Affected nations. 

Domestic Development 

Contrary to earlier pessimistic forecasts, nearly all developing countries 
achieved some sort of economic growth in 1974, with the average real growth 

& 
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rate reaching 3%. Population increases continued to match or exceed the increase 
in output in many of these countries. Furthermore, higher import prices contributed 
to rumpanl domestic inflation in the LDCs, which ran at an estimated average 
rate of 30% in 1974. 

Few LDCs have succeeded in reducing oil consumption or imports absolutely. 
Most have had to be content with slowing down the rate of growth of consumption, 
mainly through higher taxes on oil-related activities. Developing countries are being 
forced to reorder their priorities and to place particular emphasis on food and 
fertilizer production, oil exploration, and the development of non-oil energy 
sources. 

Regional Breakdown 

Latin American countries as a group have held up best under the burden 
of increased oil prices. Their advantages have included (a) domestic oil production 
that partially satisfies their needs, (b) ready access to foreign lending, and 
(c) export prices that remained relatively firm for most of the past year. Brazil's 
19/4 real GNP growth of 10% was the highest of any major non-OPEC LDC. 

South Asian countries - India, Pakistan, Bangladesh, and Sri Lanka - were 
severely afflicted in 1974 by rising import bills and lagging export earnings. Oil 
bills rose to one-third of export earnings in India and Bangladesh and to almost 
one-fourth of earnings in Pakistan and Sri Lanka. Large expenditures for food and 
difficulties in exporting to recession-hit customers compounded their troubles. 

In 1974 the real growth rate in the East Asian LDCs - several of which had 
been growing at !0% - fell by one-half on the average. Growth in exports, especially 
food and light manufactures, offset much of the damage from higher import costs. 

The developing countries of sub-Saharan Africa suffered a doubling of their 
combined trade deficit in 1974. Increased official foreign loans and grants were 
the principal means of financing their deficits. 

Outlook for 1975 

These problems will worsen in 1975. Prices for oil, food, and fertilizer will 
remain high and prices of manufactured imports will increase, whereas prices of 
many LDC exports are expected to fall. The financing of balance-of-paymcnts 
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deficits will Ixj more difficult l>ecm.ae ol previous drawdowns of financial reserves 
and exhaustion of private lines of credit. The performance of LDCs in 1975 will 
lx; increasingly dependent on assistance from developed countries, Ol'EC countries, 
and international financial institutions. (Confidential)* 

* * * * 


OPEC INTEREST IN TRIPARTITE INVESTMENT GROWS 


Middle East oil producers are showing increased interest in tripartite investment 
in developing countries. Such ventures - bringing surplus petrodollars and Western 
technology together in third countries - enable Ol’EC states to increase investment 
in LDcs safely, without using their own scarce manpower. The oil producers thus 
can both diversify their investments and blunt LDC criticism of higher oil prices. 
Growth in tripartite investment is likely to be concentrated in a handful of LDCs, 
mainly Arab. 


Among the Middle East producers, Kuwait offers the brightest prospects for 
tripartite ventures. At least half a dozen Kuwaiti financial institutions already are 
active in LDCs. The Kuwaitis have recently undertaken tripartite ventures in Jordan 
(a powerplant) and Yemen (agricultural development), mainly with US consultants 
and contractors. Kuwait also is involved in joint projects in the LDCs with the 
World Bank and its subsidiary, the International Development Association. 

The Saudis plan to channel an increasing share of their investment in LDCs 
through the Arab Investment Company and the Saudi Arabian Development Fund. 
The former has already undertaken a tripartite venture to build a sugar processing 
complex in Sudan with Japanese and US firms. The Saudis arc considering projects 
in Egypt in cooperation with US, British, and Italian firms. 

Iran believes that selection of development projects and technology is the 
responsibility of aid recipients. It thus has decided to rely primarily on direct loans 
to help developing nations. Interest in tripartite ventures nonetheless should grow 
in time. 


Tripartite investment will do little to offset the current account deficits of 
most LDCs this year. The amount invested will remain small and often will simply 
replace funds earmarked for direct grants or loans. Only Moslem countries can 
expect to receive appreciable financial relief through these thrcc-corncrcd ventures. 
(Confidential No Foreign Disscm)* 

* * * * 
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* * * * 


ITALY: ANOTHER PAYMENTS SQUEEZE IN 1S75 

Italy probably will be able to finance another large current account deficit 
in 1975 without resorting to harsh import controls or to a debt moratorium. At 
the same time, conditions attached to new foreign loans conceivably could bring 
down the Moro government. 
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Outlook for the Current Account 


Alter more (him tripling to $8 billion lust year, the current account deficit 
should drop to $6.6 billion in 1975. The deepening recession will improve the 
trade balance. The government has little option but to continue the austerity 
program in spite of the cost in economic growth. To reflate substantially not only 
would worsen the current account deficit but also would abrogate the terms of 
several international loans, jeopardizing Italy's fund-raising ability. 

II Koine continues its austerity measures through most of 1975, the oil trade 
deficit probably will rise only slightly this year, to $7.5 billion. The anticipated 


ITALY: Current Account 1 

Billion US$ 


Oil Trade, f.o.b. Non-Oil Trado, f.o.b. 




Net Services and Transfers 



Total Current Account 



1 1974 data estimated, 1975 data forocast. 

885117 2-76 
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1974 

Current account deficit: $8.0 billion 
Actual Financing 

• $2.1 billion -Euromarket loans 

• $2.0 billion - West German loan 

• $1.9 billion • liC credit 

• $0.9 billion • drawing on $1.2 billion IMF 
standby credit 

• $0.8 billion -IMF oil facility 

• $0.6 billion - net short-term commercial 
bank borrowings 

• $0.2 billion - reduction in SDRs 

• $0.4 bliilon - drawing on IMF gold tranche 


1975 

Current account deficit: $6.2 billion (pro- 
jected) 

Available Financing 

*$1.0 billion - unused drawings on 1974 
credits 

• $0.3 billion • remainder of IMF standby 
credit 

Possibly Available Financing 

• $1.0 billion to $2.0 billion - liC recycling 
fund 

$$1.0 billion • prepayments from Iran for 
goods on order 

• $ 1 .0 billion - loan from Saudi Arabia 

• Funding from various recycling schemes, 
such as expanded IMF oil facility and 
OECD “safety net” 


increase in the average price of imported crude from $1 1.00 to $12.00 per barrel 
(c.i.f.) shouid be partly offset by a small drop in volume. Demand for imported 
oil is expected to decline because of sagging industrial output and the availability 
of large gasoline stocks. 

The non-oil trade account probably will show a plump surplus this year, on 
top of the recent sharp improvement. Export volume is likely to increase by 6 % or 
so, while import volume should decline a little. The non-oil balance also should 
benefit from improved terms of trade, since prices of exports (mostly manufactures) 
promise to climb faster than prices of imports (mostly food, raw materials, and 
manufactures). 

The 13.8% trade-weighted depreciation of the lira in 1974 is helping Italy 
to retain its competitiveness in foreign markets, despite an above-average inflation 
rate of 25%. Expansion in export volume nonetheless will be restrained by weak 
demand in developed countries and financing problems in the oil-poor LDCs. Sales 
to OPEC states will rise substantially following an 80% jump to more than 
$2 billion in 1974; such sales arc still only 8% of total exports. 
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Under the present restrictive policies. Import volume probably will drop n 
percentage point or two. Tight credit, high interest rates, and declining profits 
will cut into investment. Consumer demand will remain soft, despite a recent hike 
in fringe benefits. Tax increnses will trim disposable income, and job uncertainties 
will encourage workers to save. 


The lemainder of the current account should show a considerably larger deficit 
titan last year. A decline In import-related freight costs will be more than offset 
by a pronounced rise in interest payments on foreign loans, from less than 
$1 billion last year to an estimated $2 billion in 1975. Furthermore, the Kuropcan 
recession will cut into tourist earnings, and sluggish economic activity in West 
Germany will inhibit the growth of emigrant remittances. 

Financing the Deficit 

The capital account at best will do little to ease the dcfie.'t burden and might 
even add to it. State enterprises and commercial banks have largely exhausted their 
credit with private financial institutions. Repayments on past loans will be about 
$1 billion, double last year’s figure. Removal of the import deposit scheme in 
March, as scheduled, could lead to increased capital outflows, offsetting the inflow 
of capital repatriated because of tight credit. Most important, a massive capital 
flight is possible in the event of protracted political crisis. 

Rome is counting on official borrowing to cover even more of its deficit this 
year than in 1974. Only a gradual depreciation of the lira is likely, because of 
the government's commitment to avoiding the inflationary effects of a sharp 
devaluation. In order not to alienate its IiC partners and other creditors. Italy 
will extend the import deposit scheme or introduce other import controls only 
as a last resort. Rome will strongly resist reducing its uncommitted gold reserves, 
worth $11 billion at current market prices. It has only $3.2 billion in convertible 
currency holdings, including $1.0 billion in unused borrowings from last year. 

The possibility of a financing crunch is greatest in the first half of the year, 
before the government nails down loans now under consideration. As a stopgap, 
Rome may have to draw on the $4.5 billion available in short-term currency 
swaps — a risky solution unless long-term financing is reasonably assured. 

The stickiest problems in financing the deficit stem from politically unpalatable 
conditions that potential lenders might attach to their loans. 

25X6 
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I" purlieulai^^^Hwould 

Koine to streamline the governm ent bureaucracy, a measure that would cut deeply 
the Party's system patronage. Furthermore, 

tightening in the form of reduced spending or tax hikes might alienate labor, which 
so far has Iwet shielded from austerity through wage increases, improved fringe 
benefits, and unemployment compensation. To raise labor's ire in this year of mgjor 
wage contract renegotiations would pose a dangerous threat to an economy already 
deep in recession. 

Several Arab countries reportedly would like to attach political conditions 
to their loans. Basically, they seek to inhibit Italian cooperation within the 
International Fncrgy Agency and with the United States. 

If its creditors insist upon politically unacceptable conditions. Italy probably 
will turn to the United States for long-term bilateral assistance. (Secret No Foreign 
Dissent) ■ 
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Note:. 

Cool Response to US-Sponsored Grain Conclave 

The meeting next week in London, initiated by the United States to develop 
a world system of grain reserves, has generated little enthusiasm. Several nations 
are participating only out of deference to the United States. China has declined 
to participate, and the USSR has not responded. Several countries, especially F.C 
nations and Japan, have raised the following points: (a) grain reserves should be 
discussed in the upcoming MTN and, in any case, will be brought up at the FAO 
meeting on 24 February, and (b) the US proposal fails to emphasi/.e the goal of 
price stabilization. (Secret) 
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Sntiril Am bl (i Kicks Off 1975 Aid Program 

Saudi Arabian 1975 bilateral aid is off with a bang, amid much more publicity 
than the Saudis normally allow. King Faysal's cheek-writing during Ids Mideast 
tour and his payment of Rabat Summit pledges added up to more than $700 
million in January, more than half the bilateral aid paid out in all of 1974. I'gypt. 
Jordan, and Syria continue to be the mgjor recipients. Bilateral obligations carried 
over from 1974 and new grants probably will produce a 1975 aid figure in excess 
of $1.5 billion. (Secret No Foreign Dissent) 
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